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To:  The Honorable Tom Brower, Chair 
  and Members of the House Committee on Tourism 
 
Date:  Wednesday, February 11, 2015 
Time:  9:30 A.M. 
Place:  Conference Room 312, State Capitol 
 
From:  Maria E. Zielinski, Director 
  Department of Taxation 
 

Re:  H.B. 1327, Relating to Real Property 
 
 The Department of Taxation (Department) has serious concerns regarding H.B. 1327 and 
provides the following comments. 
 
 H.B. 1327 expands the General Excise Tax (GET) deduction from gross income received 
from sublessees for amounts the sublessor pays to its own lessor as lease payments, commonly 
known as the sublease deduction.  Under current law, the sublease deduction may be taken where 
the lessee/sublessor enters into a written sublease with a sublessee.  The lessee/sublessor may 
deduct up to seven-eighths of the amount it pays in rent to the lessor.  This measure would 
expand the sublease deduction to allow it for lessee/sublessors who engage in written or 
unwritten operation of the property as a transient accommodation (TA), and whose lessors are 
related entities. 
 
 First, the Department notes that it is unlikely that this exemption can be properly 
administered properly by taxpayers.  As stated above, the sublease deduction is limited to seven-
eighths of the amounts paid to the original lessor.  It is unclear how a taxpayer claiming the 
exemption could apply the sublease deduction to the furnishing of transient accommodations as 
GET is generally passed on to the guest who is renting the transient accommodation.  Since 
amounts paid by hotel guests in exchange for "subleasing" accommodations would be exempted, 
the taxpayer claiming the deduction would need to monitor the amounts received carefully and 
begin to pass on the GET when the limitation on the sublease deduction is reached. 
 
 For example, if hotel operator pays the landlord $1,000 the sublease deduction would be 
limited to $875.  Any amounts which exceed $875 would be taxed at the retail GET rate of 4% 
(4.5% on Oahu).  If a guest rented a room for three nights totaling $900 GET would only be 
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imposed on the $25 in excess of the $875 limit on the sublease deduction.  This is a simplified 
illustration that does not begin to cover the complex nature of the hotel industry.  The 
Department does not believe that there is a practical way that this deduction can be administered 
by the taxpayers themselves and is likely to result in noncompliance such as misreporting and 
underpayment.  
 
 Second, the Department is concerned this exemption could lead to significant violations 
of consumer protection law.  The GET is administratively permitted to be visibly passed on to 
consumers such as transients staying in hotels or other TA accommodations, and it is general 
industry practice to do so.  However, the amount passed on visibly as tax cannot exceed the 
amount that is owed to the State because it would be a misrepresentation.  In other words it 
would be unlawful to pass on the GET to all customers when certain amounts would be 
exempted from tax under this deduction. 
 
 Finally, the Department notes that this exemption is limited to subleasing of real property 
between related entities.  This related entities limitation may create an uneven playing field for 
similarly situated taxpayers who engage in the business of furnishing transient accommodations. 

 Thank you for the opportunity to provide comments.  
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SUBJECT: GENERAL EXCISE, Transient accommodation sublease deduction

BILL NUMBER: SB 1306; HB 1327 (Identical)

INTRODUCED BY: SB by Kouchi by request; HB by Souki

EXECUTIVE SUMMARY: Applies the “sublease deduction” in HRS section 237-16.5 in the situation 
where the taxpayer leases real property from a related entity and furnishes transient accommodations on
that property.  The concept is consistent with the depyramiding philosophy that the sublease deduction is
trying to implement, and is justifiable whether or not the taxpayer and the lessor are related entities.

BRIEF SUMMARY: Amends HRS section 237-16.5 to provide that the furnishing of a transient 
accommodation on real property that the taxpayer leases from a related entity shall qualify for the 0.5%
reduced rate on real property leasing transactions.  The furnishing of a transient accommodation shall be
considered as made under a sublease, regardless of whether the arrangement is made in writing.

EFFECTIVE DATE: July 1, 2015

STAFF COMMENTS:  Sales taxes in most states leave rent alone, but our General Excise Tax (GET) taxes
it.  Before the late 1990’s, both the lessor and the sublessor had to pay the full retail tax amount on the
rent they respectively received, meaning that although there was only one tenant on the particular piece
of property, sometimes a homeowner, sometimes a small business, 4% tax was imposed several times: 
when the tenant paid his landlord, when that landlord paid the person it was renting from, and so on up
the chain up to the ultimate owner.  (By the way, even if the owner is a charity - a church or a school, for
example - GET is still imposed.)

To deal with this problem, a “Sublease Deduction” was enacted in 1997.  It says that if a person is both
renting real property from a landlord and then subleasing it, then the person, although paying 4% tax on
the rent received, gets a deduction worth 3.5% of the rent paid.  The lessor further up the chain pays 4%
of that rent, making the effective tax rate on the first tier rent 0.5%, the same GET rate we normally
apply to wholesale sales.  The law now applies to written leases of real property.  

This bill would explicitly provide that this sublease deduction will be allowed even if the “sublessor” is
a hotel.  Certainly the hotel is being paid for the use of its real property; the guests need to rest their
heads somewhere at night.  But there is also a significant service element; hotel guests receive front desk
services, housekeeping, and other amenities that typical rentals don’t come with.  The issue is whether
that should matter.  If the philosophy behind the 1997 act is to prevent retail rate GET from applying to
the same use of the same real property, the proposal is consistent with that philosophy.  Hoteliers have to
pay GET on what they get for their room nights just like any other renters.  If the hotel happens to be
leasing its space from a large landowner, why should the state be allowed a second bite at the proverbial
apple?  
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SB 1306; HB 1327 - Continued

Interestingly, the issue of wholesale services in general was examined by the 1987-1989 Tax Review
Commission, at a time when the 0.5% rate applied to very few wholesale services.  The Commission
recommended adopting the 0.5% rate for more wholesale service transactions (which actually happened
in 2000), and also recommended that the wholesale services concept should be extended to the leasing of
real property.  It certainly looks like that Commission would have had no problem with treating transient
accommodation rentals the same as other rentals.

Technical issues exist, of course.  It may be argued that a hotelier shouldn’t be allowed the sublease
deduction to the extent that its rooms are vacant, which makes sense, and no hotelier has 100%
occupancy.  But that argument should not be morphed into a reason for disallowing the deduction
altogether.  We have retail rate GET being piled on top of retail rate GET for occupying the same piece
of real estate, and that screams for at least some relief.  

This measure would extend the deduction for real property leasing transaction in the case where a
transient accommodation is on real property leased from a related entity, which would be the case if a
REIT is the lessor and a taxable REIT subsidiary operates the hotel.  It would appear that the adoption of
this measure is justified whether or not the lease is from a related entity.

Digested 2/10/15
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